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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-Q

x QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

FOR THE QUARTERLY PERIOD ENDED MARCH 31, 2012

or

¨ TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

FOR THE TRANSITION PERIOD FROM                TO       

COMMISSION FILE NUMBER:                                                                           001-09727

PATIENT SAFETY TECHNOLOGIES, INC.
(Exact name of registrant as specified in its charter)

Delaware 13-3419202
(State  or other jurisdiction of
incorporation or organization)

(I.R.S. Employer Identification
No.)

2 Venture Plaza, Suite 350, Irvine, CA  92618
(Address of principal executive offices) (Zip Code)

Registrant’s telephone number, including area code: (949) 387-2277

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.
  Yes  x      No    ¨

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Website, if any,
every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232.405 of
this chapter) during the preceding 12 months (or for such shorter period that the registrant was required to submit and
post such files).    Yes x      No    ¨

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company.  See the definitions of “large accelerated filer,” “accelerated filer” and “smaller reporting
company” in Rule 12b-2 of the Exchange Act:

Large accelerated filer   ¨   Accelerated filer ¨
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Non-accelerated filer   ¨  (Do not check if smaller reporting
company)

Smaller Reporting Company x

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes  ¨    No  x

The number of outstanding shares of the registrant’s common stock, par value $0.33 per share, as of April 15, 2012
was 34,023,255.
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CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

This Quarterly Report on Form 10-Q (this “Report”) contains forward-looking statements within the meaning of Section
27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended.
Our forward-looking statements relate to future events or our future performance and include, but are not limited to,
statements concerning our business strategy, future commercial revenues, market growth, capital requirements, new
product introductions, expansion plans and the adequacy of our funding. Other statements contained in this Report
that are not historical facts are also forward-looking statements.  You can sometimes identify forward-looking
statements by our use of forward-looking words like “may,” “will,” “could,” “should,” “expects,” “intends,” “plans,” “anticipates,”
“believes,” “estimates,” “seeks,” “predicts,” “potential,” or “continue” or the negative of these terms and other similar expressions
and terminology.

We caution investors that any forward-looking statements presented in this Report, or that we may make orally or in
writing from time to time, are based on the beliefs of, assumptions made by, and information currently available to us.
Although we believe that the plans, objectives, expectations and intentions reflected in or suggested by our
forward-looking statements are reasonable, those statements are based only on the current beliefs and assumptions of
our management and on information currently available to us and, therefore, they involve uncertainties and risks as to
what may happen in the future. Accordingly, we cannot guarantee that our plans, objectives, expectations or intentions
will be achieved. Our actual results, performance (financial or operating) or achievements could differ from those
expressed in or implied by any forward-looking statement in this Report as a result of many known and unknown
factors, many of which are beyond our ability to predict or control, and those differences may be material.  These
factors  include, but are not limited to, those described under the caption “Risk Factors” in our Annual Report on Form
10-K for the year ended December 31, 2011 filed on March 26, 2012 and amended on April 30, 2012, including
without limitation the following:

● our ability to successfully implement hospitals under contract but not yet implemented;

● the early stage of adoption of our Safety-Sponge® System and the need to expand adoption of our
Safety-Sponge® System;

● the impact on our future revenue and cash flow from the Forward Order (described herein) and
ordering patterns of our exclusive distributor, Cardinal Health, Inc;

● our need for additional financing to support our business;

● our reliance on third-party manufacturers, some of whom are sole-source suppliers, and on our
exclusive distributor;

● any inability to successfully protect our intellectual property portfolio; and

● the impact on our revenues and financial position from managing our growth, including the initial
costs typically associated with hospital implementations.

This Report and all other written and oral forward-looking statements attributable to us or any person acting on our
behalf are expressly qualified in their entirety by the cautionary statements contained in or referred to in this section.

Our forward-looking statements speak only as of the date they are made and should not be relied upon as representing
our plans, objectives, expectations and intentions as of any subsequent date. Although we may elect to update or
revise forward-looking statements at some time in the future, we specifically disclaim any obligation to do so, even if
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our plans, objectives, expectations or intentions change.

HELPFUL INFORMATION

As used throughout this Quarterly Report on Form 10-Q, the terms “the Company,” “the registrant,” “we,” “us,” and “our” mean
Patient Safety Technologies, Inc., a Delaware corporation, together with its consolidated subsidiary, SurgiCount
Medical Inc., a California Corporation, unless the context otherwise requires.

Unless otherwise indicated, all statements presented in this Quarterly Report on Form 10-Q regarding the medical
patient safety market, the market for surgical sponges, our market share, the cumulative number of surgical sponges
used and number of procedures are internal estimates only.

Safety-Sponge®, SurgiCounter™ and SurgiCount360™, among others, are registered or unregistered trademarks of Patient
Safety Technologies, Inc. (including its subsidiary).

1
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PART I – FINANCIAL INFORMATION

ITEM 1.  FINANCIAL STATEMENTS

PATIENT SAFETY TECHNOLOGIES, INC.

Condensed Consolidated Balance Sheets

March 31,
2012

December 31,
2011

(Unaudited)
Assets

Current assets:
Cash and cash equivalents $ 1,492,446 $ 3,668,524
Accounts receivable 1,943,459 1,307,510
Inventories, net 3,261,290 2,772,117
Prepaid expenses 44,102 180,802
Total current assets 6,741,297 7,928,953

Property and equipment, net 3,005,322 1,691,961
Goodwill 1,832,027 1,832,027
Patents, net 2,382,907 2,464,142
Other assets 37,462 40,463
Total assets $ 13,999,015 $ 13,957,546

Liabilities and Stockholders’ Equity

Current liabilities:
Accounts payable $ 3,472,278 $ 2,808,524
Accrued liabilities 515,830 574,917
Deferred revenue 1,103,173 545,027
Total current liabilities 5,091,281 3,928,468

Commitments and contingencies (Note 10)

Stockholders’ equity :
Series A preferred stock, $1.00 par value, cumulative 7% dividend: 1,000,000
shares authorized; 10,950 issued and outstanding at March 31, 2012 and
December 31, 2011; (Liquidation preference of $1.1 million at March 31, 2012
and December 31, 2011) 10,950 10,950
Series B convertible preferred stock, $1.00 par value, cumulative 7% dividend:
150,000 shares authorized; 66,977 issued and outstanding at March 31, 2012 and
65,864 issued and outstanding at December 31, 2011; (Liquidation preference of
$6.7 million at March 31, 2012 and $6.6 million at December 31, 2011) 66,977 65,864
Common stock, $0.33 par value: 100,000,000 shares authorized; 34,023,255
shares issued and outstanding at March 31, 2012 and 34,020,255 shares issued
and outstanding at December 31, 2011 11,227,674 11,226,684
Additional paid-in capital 58,042,677 57,733,790
Accumulated deficit (60,440,544) (59,008,210)
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Total stockholders’ equity 8,907,734 10,029,078
Total liabilities and stockholders’ equity $ 13,999,015 $ 13,957,546

The accompanying notes are an integral part of these condensed consolidated interim financial statements.

2
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PATIENT SAFETY TECHNOLOGIES, INC.
Condensed Consolidated Statements of Operations

(Unaudited)

For the Three Months Ended
March 31,

2012 2011

Revenues $ 3,102,258 $ 1,970,656
Cost of revenue 1,865,631 1,041,101
Gross profit 1,236,627 929,555

Operating expenses:
Research and development 147,643 29,462
Sales and marketing 1,299,096 659,036
General and administrative 1,091,865 1,071,896
Total operating expenses 2,538,604 1,760,394

Operating loss (1,301,977) (830,839)

Other income (expense):
Interest income (expense),net 3,878 (4,192)
Gain on change in fair value of warrant derivative liability — 210,262
Total other income 3,878 206,070

Loss before income taxes (1,298,099) (624,769)
Income tax expense (3,712) (3,773)
Net loss (1,301,811)   (628,542)
Preferred dividends (130,523) (123,959)
Net loss applicable to common stockholders $ (1,432,334) $ (752,501) 

Loss per common share
Basic and Diluted $ (0.04) $ (0.03) 
Weighted average common shares outstanding:
Basic and Diluted 34,021,788 24,200,785

The accompanying notes are an integral part of these condensed consolidated interim financial statements.

3

Edgar Filing: Patient Safety Technologies, Inc - Form 10-Q

9



PATIENT SAFETY TECHNOLOGIES, INC.
Condensed Consolidated Statements of Cash Flows

(Unaudited)

For the Three Months Ended
March 31,

2012 2011

Operating activities:

Net loss $ (1,301,811) $ (628,542)
Adjustments to reconcile net loss to net cash used in operating
activities:
Depreciation 285,875 130,459
Amortization of patents 81,235 81,236
Stock based compensation 199,690 149,694
Gain on change in fair value of warrant derivative liability — (210,262)
Changes in operating assets and liabilities:
Accounts receivable (635,949) 315,228
Inventories (489,173) 183,155
Prepaid expenses 136,700 42,224
Other assets 3,001 (4,950)
Accounts payable 663,754 (1,987,417)
Accrued liabilities (59,087) (65,053)
Deferred revenue 558,146 (608,557)
Net cash used in operating activities (557,619) (2,602,785)

Investing activities:
Purchase of property and equipment (1,599,236) (81,100)
Net cash used in investing activities (1,599,236) (81,100)

Financing activities:
Proceeds from issuance of common stock — 7,112,500
Payments for stock issuance costs — (215,795)
Payments of convertible preferred stock series B dividends (60) (296)
Payments of preferred stock series A dividends (19,163) (19,163)
Net cash (used in) provided by  financing activities (19,223) 6,877,246

Net (decrease) increase in cash and cash equivalents (2,176,078) 4,193,361
Cash and cash equivalents at beginning of period 3,668,524 1,896,034
Cash and cash equivalents at end of period $ 1,492,446 $ 6,089,395

Supplemental disclosures of cash flow information:
Cash paid during the period for taxes $ 3,712 $ 3,773
Non cash investing and financing activities:
Payment of series B preferred dividends in preferred B shares $ 111,300 $ 104,500
Issuance of common shares previously earned $ 990 $ 24,750

The accompanying notes are an integral part of these condensed consolidated interim financial statements.
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements (Unaudited)

1. DESCRIPTION OF BUSINESS

Patient Safety Technologies, Inc. (the "Company", “us”,“we”) is a Delaware corporation. The Company’s operations are
conducted through its wholly-owned operating subsidiary, SurgiCount Medical, Inc. (“SurgiCount”), a California
corporation.

The Company’s operating focus is the development, marketing and sales of products and services focused in the
medical patient safety markets.  The SurgiCount Safety-Sponge® System is a patented system of bar-coded surgical
sponges, SurgiCounter™ scanners, and software applications integrated to form a comprehensive counting and
documentation system.  This system is designed to reduce the number of retained surgical sponges unintentionally left
inside of patients during surgical procedures by allowing faster and more accurate counting of surgical sponges.

2. BASIS OF PRESENTATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation

The accompanying unaudited condensed consolidated interim financial statements have been prepared in accordance
with the instructions to Form 10-Q and applicable sections of Regulation S-X and do not include all the information
and disclosures required by accounting principles generally accepted in the United States of America. The condensed
consolidated interim financial information is unaudited but reflects all normal adjustments that are, in the opinion of
management, necessary to make the financial statements not misleading. The condensed consolidated balance sheet as
of December 31, 2011 was derived from the Company’s audited financial statements. The condensed consolidated
interim financial statements should be read in conjunction with the consolidated financial statements in the Company’s
Annual Report on Form 10-K for the year ended December 31, 2011 (as amended).  Results of the three months ended
March 31, 2012 are not necessarily indicative of the results to be expected for the twelve months ended December 31,
2012.

Principles of Consolidation

The accompanying condensed consolidated interim financial statements include the accounts of the Company and its
subsidiary.  All significant intercompany balances and transactions have been eliminated in consolidation.

Reclassifications

Certain prior year amounts have been reclassified to conform to the 2012 presentation. These reclassifications had no
effect on previously reported results of operations or accumulated deficit.

Use of Estimates

The condensed consolidated interim financial statements have been prepared in accordance with accounting principles
generally accepted in the United States of America (“GAAP”).  The preparation of these financial statements requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosures of contingent assets and liabilities at the dates of the financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual results could differ from those estimates. These estimates
and assumptions include, but are not limited to, assessing the following: the valuation of accounts receivable and
inventory, impairment of goodwill and other intangible assets, the fair value of stock-based compensation, valuation
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allowance related to deferred tax assets, warranty obligations, provisions for returns and allowances and the
determination of assurance of the collection of revenue arrangements.
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

Revenue Recognition

Revenue related to surgical products is recognized when persuasive evidence of an arrangement exists, the price to the
buyer is fixed or determinable, collectability is reasonably assured and risk of loss transfers, usually when products are
shipped.  Advanced payments are classified as deferred revenue and recognized as product is shipped to the
customer.  Reimbursements related to scanners and related equipment provided to hospitals are recognized on a
straight-line basis over the expected term of the related customer contract, while the cost of the scanners and related
equipment is carried in hardware equipment within property, plant and equipment and depreciated as a component of
cost of revenue over its estimated useful life. Generally, the expected term of the customer contracts and the estimated
useful life of the scanners are both 3 years.  Provisions for estimated future product returns and allowances are
recorded in the period of the sale based on the historical and anticipated future rate of returns.  Revenue is recorded
net of any rebates given to the buyer.

Inventories

Inventories are stated at the lower of cost or market on the first-in, first-out (FIFO) basis. Inventory consists of the
Company's sponge and towel product as well as scanners and related hardware used in the Safety Sponge
System®.  The FIFO cost for all inventories approximates replacement cost.

The Company maintains reserves for excess and obsolete inventory resulting from the potential inability to sell its
products at prices in excess of current carrying costs. The markets in which the Company operates are highly
competitive, and new products and surgical procedures are introduced on an ongoing basis. Such marketplace changes
may cause the Company’s products to become obsolete. The Company makes estimates regarding the future
recoverability of the costs of these products and records a provision for excess and obsolete inventories based on
historical experience and expected future trends.

Property and Equipment

Property and equipment is stated at cost. The Company's property and equipment consists mainly of scanners and
related hardware used in the Safety Sponge System® which are located at our customer facilities for their use at no
additional cost. Depreciation expense associated with this hardware is recorded in cost of revenue. Depreciation is
amortized straight-line over the estimated useful lives of three to seven years. Upon retirement or disposition of
equipment, the related cost and accumulated depreciation or amortization is removed and a gain or loss is recorded, as
applicable.

3. LOSS PER COMMON SHARE

Loss per common share is determined by dividing the loss applicable to common stockholders by the weighted
average number of common shares outstanding. The Company complies with FASB Accounting Standards
Codification (“ASC”) 260-10 Earnings Per Share, which requires dual presentation of basic and diluted loss per share on
the face of the condensed consolidated statements of operations. Basic loss per common share excludes dilution and is
computed by dividing loss attributable to common stockholders by the weighted-average common shares outstanding
for the period. Diluted earnings per common share reflects the potential dilution that could occur if convertible
preferred stock, options and warrants were to be exercised or converted or otherwise resulted in the issuance of
common stock that then shared in the earnings of the entity.
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For the periods ended March 31, 2012 and 2011, the shares associated with the convertible preferred stock plus only
the warrants and options of 18,452,419 and 23,316,168, respectively, that have a value in excess of the average stock
price during the three months period ending March 31, 2012 and 2011, respectively, are included in calculating
diluted earnings per share. Because the effects of these securities are anti-dilutive, shares of common stock underlying
these instruments as shown below have been excluded from the computation of loss per common share for the three
months ended March 31, 2012.

6
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

4. PROPERTY AND EQUIPMENT, NET

Property and equipment, net consists of the following:

As of
March 31, December 31,

2012 2011
Computer software and equipment $ 1,406,114 $ 1,504,971
Furniture and equipment 73,680 70,571
Hardware for customer use 3,983,606 2,288,621
Property and equipment, gross 5,463,400 3,864,163
Less: accumulated depreciation (2,458,078) (2,172,202)
Property and equipment, net $ 3,005,322 $ 1,691,961

Depreciation expense for the three months ended March 31, 2012 and 2011 was $286 thousand and $130 thousand, of
which $257 thousand and $106 thousand was recorded as hardware cost of revenues, respectively.

5. DEFERRED REVENUE

Scanner reimbursement revenue

The Company generally provides its SurgiCounter™ scanners and related software to most hospitals at no cost when
they adopt its Safety-Sponge® System. Under the Company's existing distribution agreement with Cardinal Health,
Inc. (“Cardinal Health”), Cardinal Health has agreed to reimburse the Company for a percentage of the scanner costs
supplied to certain hospitals. Payments received from Cardinal Health relating to scanner cost reimbursements are
deferred, and recognized as revenue on a pro-rata basis over the life of the scanner (which approximates the term of
the hospital purchase commitment).

7
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

6. WARRANTS

The following table summarizes warrants to purchase common stock activity for the period ended March 31, 2012:

Number of
warrants

Range of
Exercise

Price
Warrants outstanding at December 31, 2011 4,962,645 $ 0.75- 4.00
Cancelled/Expired (458,000) $ 2.00
Warrants outstanding at March 31, 2012 4,504,645 $ 0.75 - 4.00

At March 31, 2012, stock purchase warrants will expire as follows:

# of Warrants
Range of

Exercise Price
2012 360,000 $ 2.00
2013 1,749,437 $ 0.75-1.40
2014 1,890,000 $ 1.82-4.00
2015 505,208 $ 1.25

Total 4,504,645 $ 0.75-4.00

8
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

7. STOCK OPTION PLANS

The following tables set forth information on our equity compensation plans.

All options that the Company granted during the three months ended March 31, 2012 were granted at the per share fair
market value on the grant date. Vesting of options differs based on the terms of each option. The Company utilized the
Black-Scholes option pricing model and the assumptions used for each period are as follows:

Three Months Ended
March 31,

2012 2011
Weighted average risk free interest rate 1.03% 2.56%
Weighted average life (in years) 6.11 6.0
Weighted average volatility 89.00% 89.64%
Expected dividend yield 0% 0%
Weighted average grant-date fair value per share of options granted $ 0.88 $ 0.84
Estimated forfeiture rate 5% 0%

A summary of stock option activity for the three months ended March 31, 2012 is presented below:

Outstanding Options

Number of
Shares

Weighted
Average
Exercise

Price

Weighted
Average

Remaining
Contractual

Life
(years)

Aggregate
Intrinsic
Value

(1)
Balance at December 31, 2011 6,179,377 $ 1.19 7.52
Options granted (2) 386,000 $ 1.20 9.83
Exercised — — —
Forfeited/cancelled (75,000) $ 1.40 — —
Balance at March 31, 2012 6,490,377 $ 1.19 7.41 $ 3,173,326
Vested and exercisable as of March 31, 2012 3,823,878 $ 1.35 6.45 $ 1,679,334
Unvested and expected to vest as of March 31,
2012 2,533,278 $ 0.95 8.78 $ 1,419,334

(1) The aggregate intrinsic value is calculated as the difference between the exercise price of the
underlying awards and the closing stock price of $1.50 of the Company’s common stock at March
31, 2012.

(2) Includes 230,000 non-qualified options and 40,000 incentive stock options that were issued outside
the 2005 and 2009 stock option plans which are all outstanding as of March 31, 2012.

9
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

The total grant date fair value of stock options granted during the three months ended March 31, 2012 and 2011 was
$341 thousand and $73 thousand, respectively. For the three months ended March 31, 2012 and 2011, stock based
compensation was $199 thousand and $150 thousand, respectively.

As of March 31, 2012, there was $1.9 million of unrecognized compensation costs related to outstanding employee
stock options. This amount is expected to be recognized over a weighted average period of 2.66 years. To the extent
the forfeiture rate is different from what the Company anticipated, stock-based compensation related to these awards
will be different from the Company’s expectations.

8. RELATED PARTY TRANSACTIONS

A Plus International, Inc.

During the three months ended March 31, 2012 the Company purchased approximately $1.8 thousand in connection
with the manufacture of surgical products used in the Safety-Sponge® System by A Plus International, Inc. (“A
Plus”), of which the vast majority was recognized in cost of revenue. At March 31, 2012, the Company’s accounts
payable included $1.6 million owed to A Plus in connection with the purchase of surgical products used in the
Safety-Sponge® System. Wayne Lin, a Director and significant beneficial owner of the Company is a founder and
significant owner of A Plus.

9. MAJOR CUSTOMERS, SUPPLIERS, SEGMENT AND RELATED INFORMATION

Major Customers

During the three months ended March 31, 2012 and 2011, due to its exclusive distribution agreement with Cardinal
Health, the Company had one customer that represented in excess of 99% and 99% of total revenue, and 99% (of
which 78% related to receivables on surgical sponge and towel sales and 21% related to reimbursements for hardware
costs) and 85% of total accounts receivables, respectively.

Suppliers

The Company relies primarily on a third-party supplier, A Plus, to supply the surgical sponges and towels used in its
Safety-Sponge® System. The Company also relies on a number of third parties to manufacture certain other
components of its Safety-Sponge® System.  If A Plus or any of the Company’s other third-party manufacturers cannot,
or will not, manufacture its products in the required volumes, on a cost-effective basis, in a timely manner, or at all,
the Company will have to secure additional manufacturing capacity. Any interruption or delay in manufacturing could
have a material adverse effect on the Company’s business and operating results.

Furthermore, all products obtained from A Plus are manufactured in China.  As such, the supply of product from A
Plus is subject to various political, economic, and other risks and uncertainties inherent in importing products from
this country, including among other risks, export/import duties, quotas and embargoes, domestic and international
customs and tariffs, changing taxation policies, foreign exchange restrictions, and political conditions and
governmental regulations.

10
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

10.  COMMITMENTS AND CONTINGENCIES

Legal Proceedings

The Company discloses material loss contingencies deemed to be reasonably possible and accrues for loss
contingencies when, in consultation with the Company’s legal advisors, the Company concludes that a loss is probably
and reasonably estimable.  Except as otherwise indicated, the possible losses relating to the matters described below
are not reasonably estimable.  The ability to predict the ultimate outcome of such matters involves judgments,
estimates and inherent uncertainties. The actual outcome of such matters could differ materially from management’s
estimates.

11. SUBSEQUENT EVENTS 

On May 15, 2012 the Company signed agreements to raise $3.5 million in gross proceeds through the issuance of 2.5
million shares of the Company's $0.33 par value common stock at a selling price of $1.40 per share. The offering is
subject to customary conditions to closing and is currently expected to close within several days. The proceeds from
this offering will be used for general corporate purposes.

11
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

The following discussion and analysis of our financial condition and results of operations should be read in
conjunction with our unaudited condensed consolidated interim financial statements and the related notes thereto
appearing elsewhere in this Quarterly Report on Form 10-Q and our audited consolidated financial statements and
related notes thereto and the description of our business appearing in our annual report on Form 10-K for the year
ended December 31, 2011 (as amended).  This discussion contains forward-looking statements that involve risks and
uncertainties. See “Cautionary Note Regarding Forward-Looking Statements.” 

Overview

We focus on the development, marketing and sale of products designed to improve patient outcomes and reduce costs
in the healthcare industry. We conduct our business through our wholly owned subsidiary, SurgiCount Medical, Inc.
Our proprietary Safety-Sponge® System is a patented solution designed to eliminate one of the most common errors
in surgery, retained surgical sponges, and the human and economic costs associated with this surgical mistake.  The
Safety-Sponge® System consists of a line of uniquely identified surgical sponges and towels and a turnkey hardware
and software offering integrated to form a comprehensive accounting and documentation system. We estimate that
over 80 million of our Safety-Sponges® have been successfully used in more than 8 million surgical procedures. We
sell our Safety-Sponge® System to hospitals through our direct sales force and by leveraging the sales and marketing
capabilities of our distribution partners.  Our proprietary line of surgical sponges and towels are manufactured for us
by our exclusive manufacturer, A Plus, a leading China-based manufacturer of disposable medical and surgical
supplies. Our sponge and towel products are distributed through Cardinal Health, who provides us sales, marketing
and logistics support and the fulfillment of our products to our end user hospitals by both delivering our products
directly to our end user hospitals and where appropriate through alternative distributors. As of the quarter ended
March 31, 2012 we had approximately 149 facilities using the Safety-Sponge® System, and approximately 175 as of
the filing of this Report, all of which are located in the U.S.  This compares to approximately 74 facilities using our
system as of the quarter ended March 31, 2011. Although not necessarily proportionally related to future revenue,
growth in the number of hospitals using our products is a good indicator of our underlying business. Once
implemented, the vast majority of our user hospitals use the Safety-Sponge® System across all of their relevant
surgical and OB/GYN procedures.

We generated revenues of $3.1 million and $2.0 million during the quarters ended March 31, 2012 and 2011,
respectively. Our first quarter of  2011 revenue included approximately $0.6 million of revenue from the fulfillment of
a $10.0 million stocking order in accordance with the terms of our exclusive distributor arrangement with Cardinal
Health (the “Forward Order”). There was no revenue reported in the first quarter of 2012 from fulfilling the Forward
Order. Under certain circumstances the Forward Order inventory held by Cardinal Health could negatively impact our
future 2012 revenues and cash flows.  Please refer to our section in this Form 10-Q below in the section called “Factors
Affecting Past and Future Results— Cardinal Health Supply Agreement ” for more information on the potential impact of
the Forward Order.

12

Edgar Filing: Patient Safety Technologies, Inc - Form 10-Q

22



Factors Affecting Past and Future Results

130+ Hospital Integrated Delivery Network Agreement

On September 28, 2011 the Company announced that it signed an agreement, effective October 1, 2011, to implement
the SurgiCount Safety-Sponge ® System in one of the largest hospital operators in the U.S.  Though the agreement
itself does not call for or require a minimum number of hospitals, SurgiCount and the operator are actively planning
for the implementation of the Safety-Sponge® System across all of the more than 130 hospitals that it operates. To
date the Company has successfully implemented in approximately half of these hospitals, with the majority of the
other half currently expected to be implemented by approximately the end of the quarter ending June 30, 2012. The
addition of these incremental hospitals significantly expands the Company's installed base of customer facilities.

Cardinal Health Supply Agreement

In November 2006, we began an exclusive distribution relationship with Cardinal Health to supply hospitals that have
adopted our Safety-Sponge® System with our sponge and towel products.  This original agreement had a term of 36
months, and automatically renewed for successive 12 month periods unless terminated early in accordance with its
terms.

In November 2009, we renewed our distribution relationship with Cardinal Health through the execution of a new
Supply and Distribution Agreement. This new agreement had a five-year term expiring in 2014 and names Cardinal
Heath as our exclusive distributor in the United States, Puerto Rico, and Canada of the current sponge and towel
products used in our proprietary Safety-Sponge® System.  Though Cardinal Health is our exclusive distributor in
these geographical areas, the terms of our agreement with Cardinal Health do not limit the sales of our products to
only direct customers of Cardinal Health. Our products are available to every hospital that wishes to purchase them
through their existing distribution relationships, whether that is with Cardinal Health or a competitor.  In the event an
end user hospital customer of ours does not have a distribution relationship with Cardinal Health, Cardinal Health then
distributes our products directly to the alternative distributor that works with that hospital.

In connection with the execution of the new agreement in November 2009, Cardinal Health issued the Forward Order,
which was a $10.0 million stocking purchase order for products used in our Safety-Sponge® System that called for
deliveries of that stocking inventory over a 12-month period.  Cardinal Health initially paid us $8.0 million as partial
pre-payment of the Forward Order, and agreed to pay $2.0 million directly to A Plus, that was used to pay for product
that A Plus later invoiced us related to the Forward Order. Cardinal Health also agreed to maintain normal ordering
patterns and volumes for purchasing our Safety-Sponge® products throughout 2010 and not to use any of the
inventory delivered under the Forward Order to meet immediate hospital demand. In late 2010, Cardinal Health
requested to change the product mix of the Forward Order. We agreed to this change, however because the products
Cardinal Health requested were not immediately available, Cardinal Health agreed to take delivery of the remaining
inventory on a modified schedule. As of December 31, 2010 we had delivered approximately $8.9 million of the $10
million Forward Order and delivered the remaining $1.1 million of Forward Order inventory in the first half of 2011. 

In March 2011, Cardinal Health and the Company signed an amendment to the Supply and Distribution
agreement. The Amended Supply and Distribution Agreement revised a number of terms and conditions of the
previous agreement, including but not limited to extending the termination date of the agreement from November 19,
2014 to December 31, 2015 and adding certain terms and provisions regarding setting target inventory levels and
defining a formula for determining the excess inventory of our products held by Cardinal Health. At that time Cardinal
Health agreed to not sell any of the Forward Order inventory until calendar year 2012.  We also agreed to a
methodology for how much of the Forward Order inventory Cardinal Health would be able to sell to our customers
each month, establishing a more orderly inventory release process that would help to minimize the impact this
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inventory release would have on our sales during 2012.

On September 28, 2011, we announced an agreement to implement the Safety-Sponge® System with a large hospital
group with over 130 hospitals, with implementations scheduled to start in early 2012. The magnitude of this large
implementation compelled us to prioritize our resources in order to scale up for costs associated with the large
implementation, including needing to buy more sponge and towel inventory, scanners, as well as hiring and training
more staff to support the implementations. As a result of this and other factors, management approached Cardinal
Health in late 2011 to discuss the timing of when Cardinal Health would begin to release the Forward Order
inventory. Cardinal Health agreed to delay the release of Forward Order inventory until April 1, 2012, to allow both
sides additional time to negotiate a possible revision to the previously agreed terms, including for releasing the
Forward Inventory. As of the date of this Quarterly Report on Form 10-Q was filed, no final agreement has been
reached with Cardinal Health on changing previously agreed upon terms, including setting a date to start releasing
Forward Order inventory and Cardinal Health has not initiated any work off of Forward Order inventory.

Should Cardinal Health have any excess inventory on the date mutually agreed for having Cardinal Health start
releasing Forward Order inventory and begin selling the excess inventory it holds to partially meet customer demand,
our reported revenues and cash flows will be negatively affected. The magnitude this negative impact could have on
our 2012 and 2013 revenue and cash flows will depend on a number of factors, including but not limited to how much
excess inventory Cardinal Health actually has on hand in 2012, whether the Company chooses to purchase some or all
of this excess inventory, and what our actual sales growth rates are during 2012 and 2013. Actual sales during 2012
and 2013 will depend on a number of factors, including but not limited to actual end-user demand and Cardinal
Health’s estimates of what inventory levels it needs to meet that demand.  Management has no immediate plans to
repurchase Cardinal Health’s excess inventory, however we will consider this option should an appropriate opportunity
arise. While we have not provided any estimates of what we expect 2012 or 2013 sales growth to be, in order to
prevent a significant negative impact to our 2012 and 2013 revenue by Cardinal Health’s release of Forward Order
inventory, (i) we would need to experience substantial growth in the number of hospitals using its products during
2012 and 2013, (ii) we would need to buyback any excess inventory from Cardinal Health, or (iii) Cardinal Health
would need to decide not to use its excess inventory to partially meet customer demand.  If we were to buyback excess
inventory from Cardinal Health, this also could have a significant negative impact on our earnings, financial position
and our liquidity.

13
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Hardware Effect on Revenue and Cost of Revenue

We generally provide our SurgiCounter™ scanners and related software to all hospitals at no cost when they adopt our
Safety-Sponge® System. We generally no longer engage in direct SurgiCounter™ scanner sales and anticipate only
recognizing revenue associated with our SurgiCounter™ scanners in connection with reimbursement arrangements we
have with Cardinal Health under our agreement with them. We anticipate that there will be a shift in product mix from
the growing number of scanners that we have given customers out in the field, which will cause our gross margins to
decline due to depreciation expense of these scanners being recorded in cost of revenue. However, we also anticipate
that if we experience a significant increase in volume of surgical sponge revenue due to the growing number of
implementations we have ongoing, it will eventually offset the effects of including growing depreciation expense for
the scanners in the cost of revenue.

14
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Sources of Revenues and Expenses

Revenues

We generate revenue primarily from the sale of surgical sponges used in our Safety-Sponge® System to our exclusive
distributor, who then sells directly and through sub-distributors to hospitals that have adopted our Safety-Sponge®
System. We expect hospitals that adopt our Safety-Sponge® System to commit to its use and thus provide a recurring
source of revenue from ongoing sales of surgical sponges and other products used in our system. We recognize
revenue from the sale of surgical sponges upon shipment to our distributor because most of our surgical sponge sales
are to our distributor, FOB shipping point. There is typically a delay between the time we begin incurring costs
associated with our new customer arrangements and the time we begin generating revenue from such arrangements.

Cost of revenue

Our cost of revenue consists primarily of our direct product costs for surgical sponges and products from our
exclusive third-party manufacturer. We also include a reserve expense for obsolete and slow moving inventory in cost
of revenue. In addition, when we provide scanners to hospitals for their use (rather than sell), we include only the
depreciation expense of the scanners in cost of revenue (not the full product cost).  We estimate the useful life of the
scanners to be three years. However, on rare occasions, if we sell the scanners to hospitals, our cost of revenues
includes the full product cost when shipped.

Research and development expenses

Our research and development expenses consist of costs associated with the design, development, testing and
enhancement of our products. We also include salaries and related employee benefits, research-related overhead
expenses and fees paid to external service providers in our research and development expenses. 

Sales and marketing expenses

Our sales and marketing expenses consist primarily of salaries and related employee benefits, sales commissions and
support costs, professional service fees, travel, education, trade show and marketing costs.  Sales and marketing also
includes our implementation costs, which consists mostly of contract labor for nurses specialized in Operating Room
procedures, related travel expenses, and technical service fees.

General and administrative expenses

Our general and administrative expenses consist primarily of salaries and related employee benefits, professional
service fees, expenses related to being a public entity, and depreciation and amortization expense.

Total other income (expense)

Other income and expense consists of interest income earned or interest expense incurred.
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Critical Accounting Policies and Estimates

The preparation of financial statements in conformity with U.S. generally accepted accounting principles requires the
use of estimates and assumptions that affect the reported amounts of assets and liabilities, revenue and expenses, and
related disclosures in the financial statements. Critical accounting policies are those accounting policies that may be
material due to the levels of subjectivity and judgment necessary to account for highly uncertain matters or the
susceptibility of such matters to change, and that have a material impact on financial condition or operating
performance. While we base our estimates and judgments on our experience and on various other factors that we
believe to be reasonable under the circumstances, actual results may differ from these estimates under different
assumptions or conditions.  We believe the following critical accounting policies used in the preparation of our
financial statements require significant judgments and estimates.  For additional information relating to these and
other accounting policies, see Note 2 to our condensed consolidated interim financial statements.

Revenue Recognition

Revenue related to surgical products is recognized when persuasive evidence of an arrangement exists, the price to the
buyer is fixed or determinable, when collectability is reasonably assured and when risk of loss transfers, usually when
products are shipped. Advanced payments are classified as deferred revenue and recognized as product is shipped to
the customer. Reimbursements related to scanners and related equipment provided to hospitals are recognized on a
straight-line basis over the expected term life of the related customer contract, while the cost of the scanners and
related equipment is carried in hardware equipment within property, plant and equipment and depreciated as a
component of cost of sales over its estimated useful life. Provisions for estimated future product returns and
allowances are recorded in the period of the sale based on the historical and anticipated future rate of returns. The
Company records shipping and handling costs charged to customers as revenue and shipping and handling costs to
cost of revenue as incurred.  Revenue is recorded net of any discounts or rebates given to the buyer.

Inventories, net

Inventory consists of finished goods and scanner hardware. Finished goods include sponge and towel product products
ready for customer use or distribution. Inventory is stated at the lower of cost or market value with cost determined
under the first-in, first-out, or FIFO, method. Our estimate of the net realizable value of our inventories is subject to
judgment and estimation. The actual net realizable value of our inventories could vary significantly from our estimates
and could have a material effect on our financial condition and results of operations in any reporting period. In
evaluating whether inventory is stated at the lower of cost or market, we consider such factors as the amount of
inventory on hand and in the distribution channel, estimated time required to sell such inventory, remaining shelf life
and current and expected market conditions, including levels of competition. On a quarterly basis, we analyze our
inventory levels and record allowances for inventory that has become obsolete, inventory that has a cost basis in
excess of its expected net realizable value and inventory that is in excess of expected demand based upon projected
product sales.

Goodwill

Our goodwill represents the excess of the purchase price over the estimated fair values of the net tangible and
intangible assets of SurgiCount Medical, Inc., which we acquired in February 2005. We review goodwill for
impairment at least annually in the fourth quarter, as well as whenever events or changes in circumstances indicate its
carrying value may not be recoverable.  We first assess qualitative factors to determine if it is necessary to perform the
two-step quantitative goodwill impairment test. Under ASU No. 2011-08, we assess qualitative factors to determine
whether it is more likely than not that a reporting unit’s fair value is less than its carrying value, including goodwill. In
the event we determine that it is more likely than not that our sole reporting unit’s fair value is less than its carrying

Edgar Filing: Patient Safety Technologies, Inc - Form 10-Q

27



amount, quantitative testing would be performed comparing recorded values to estimated fair values. As part of our
goodwill qualitative testing process, we evaluate various factors to determine whether it is reasonably likely that
management’s assessment would indicate a material impact on the fair value of our reporting unit. Examples of factors
assessed in the qualitative approach are cash flow forecasts of our reporting unit, the strength of our balance sheet,
changes in strategic outlook or organizational structure, industry and market changes and macroeconomic indicators.

Stock-Based Compensation

We recognize compensation expense in an amount equal to the estimated grant date fair value of each option grant, or
stock award over the estimated period of service and vesting. This estimation of the fair value of each stock-based
grant or issuance on the date of grant involves numerous assumptions by management. Although we calculate the fair
value under the Black Scholes option pricing model, which is a standard option pricing model, this model still requires
the use of numerous assumptions, including, among others, the expected life (turnover), volatility of the underlying
equity security, a risk free interest rate and expected dividends. The model and assumptions also attempt to account
for changing employee behavior as the stock price changes and capture the observed pattern of increasing rates of
exercise as the stock price increases.  The use of different values by management in connection with these
assumptions in the Black Scholes option pricing model could produce substantially different results.  

Impairment of Long-Lived Assets

Our management reviews our long-lived assets with finite useful lives for impairment whenever events or changes in
circumstances indicate that the carrying amount of such assets may not be recoverable. We recognize an impairment
loss when the sum of the future undiscounted net cash flows expected to be realized from the asset is less than its
carrying amount. If an asset is considered to be impaired, the impairment to be recognized is measured by the amount
by which the carrying amount of the asset exceeds its fair value. Considerable judgment is necessary to estimate the
fair value of the assets and accordingly, actual results could vary significantly from such estimates. Our most
significant estimates and judgments relating to the long-lived asset impairments include the timing and amount of
projected future cash flows.
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Accounting for Income Taxes

Deferred income taxes result primarily from temporary differences between financial and tax reporting. Deferred tax
assets and liabilities are determined based on the difference between the financial statement basis and tax basis of
assets and liabilities using enacted tax rates. Future tax benefits are subject to a valuation allowance when
management is unable to conclude that our deferred tax assets will more-likely-than-not be realized from the results of
operations. Our estimate for the valuation allowance for deferred tax assets requires management to make significant
estimates and judgments about projected future operating results. If actual results differ from these projections or if
management’s expectations of future results change, it may be necessary to adjust the valuation allowance.

We have measured and recorded uncertain tax positions in accordance with rules that took effect on such date that
prescribe a threshold for the financial statement recognition and measurement of a tax position taken or expected to be
taken in a tax return.  Accordingly, we now only recognize (or continue to recognize) tax positions meeting the
more-likely-than-not recognition threshold (or that met such threshold on the effective date).  Accounting for
uncertainties in income tax positions involves significant judgments by management.  If actual results differ from
management’s estimates, we may need to adjust the provision for income taxes.

Non-GAAP Financial Measures

To supplement our consolidated financial statements presented in accordance with GAAP we disclose and discuss
non-Forward Order revenues, a non-GAAP measure derived from results based on GAAP. The presentation of this
additional information is not meant to be considered superior to, in isolation of or as a substitute for results prepared in
accordance with GAAP. Non-Forward Order revenues should not be considered as an alternative to revenue
(determined in accordance with GAAP) or as an indication of our performance, but we believe non-Forward Order
revenues is important because it focuses on the current hospital customer demand for our product and the true
performance of our operations by excluding the impact of the Forward Order revenue recognized. See discussion
below in “Results of Operations”.

Working capital is a non-GAAP financial measure that management uses to assess the Company’s performance.
Management believes working capital provides investors with an additional view of the Company’s liquidity and
ability to repay current obligations. We calculate working capital less deferred revenue as this amount relates to
hardware reimbursement payments from Cardinal Health a non-cash liability. The presentation of this additional
information is not meant to be considered superior to, in isolation of or as a substitute for results prepared in
accordance with GAAP. This calculation of working capital should not be considered as an alternative (determined in
accordance with GAAP) or as an indication of our performance. Our calculation of working capital, not including
deferred revenue, may not be comparable to similarly titled measures reported by other companies. See discussion
below in “Financial Condition, Liquidity and Capital Resources”.
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Results of Operations

Three Months Ended March 31, 2012 Compared to Three Months Ended March 31, 2011

As of the end of the first quarter of 2012, the number of facilities using our Safety-Sponge® System grew to 149. This
compares to approximately 74 facilities using the Safety-Sponge® System at the end of the first quarter of 2011,
representing year over year growth in our installed customer base of 101%.  As of the date of this filing approximately
175 facilities are using the Safety-Sponge® System.  Although not necessarily proportional to future revenue, the
number of hospitals using our products is a relevant general indicator of our underlying business.

Revenue

Total revenue for the three months ended March 31, 2012 was $3.1 million. This compares with total revenue for the
three months ended March 31, 2011 of $2.0 million, representing year over year growth in reported quarterly revenue
of 57%.  First quarter 2011 revenue of $2.0 million included approximately $0.6 million of revenue from filling a $10
million Forward Order to our exclusive distributor, Cardinal Health.  There was no revenue reported from the delivery
of Forward Order inventory during the first quarter of 2012.  Excluding the effect of the Forward Order on reported
first quarter 2011 revenue, first quarter 2012 year over year revenue growth was 131%.  The primary reason behind
this revenue growth is the successful growth in the number of facilities using our Safety-Sponge® System.

We ended the first quarter of 2012 with outstanding backorders of $1.2 million.  We expect to ship the vast majority,
if not all, of these backorders during the second quarter of 2012.  Though for a number of reasons we expect to have
outstanding backorders at the end of reporting period, the $1.2 million at the end of the first quarter was abnormally
high compared to historical end of period backorder levels for a variety of reasons, including the timing of the receipt
of a large number of orders late in the quarter and an unexpected delay in the receipt of inventory from our contract
manufacturer to fulfill those orders.

Cost of revenue

Costs of revenue of $1.9 million increased by $0.8 million or 79% for the three months ended March 31, 2012 as
compared to cost of revenue of $1.0 million for the same period in 2011.  This increase was mostly from growth
experienced in the number of new customer hospitals which adopted our product.  In addition, our cost of revenue in
the first quarter of 2012 was impacted by a growing amount of scanner hardware non-cash depreciation resulting from
the fact that we no longer primarily sell the hardware used with our Safety-Sponge® System (see “Factors effecting
Past and Future Results — Reduction in Hardware Revenue”).  Our cost of revenue as a percentage of revenue increased
to 60% during the first quarter of 2012 as compared to 53% in the first quarter 2011. This increase in cost of revenue
was attributable primarily to higher non-cash depreciation expense included in our cost of revenue in the first quarter
of 2012, as compared to the first quarter of 2011. The higher depreciation reflected larger amounts of hardware that
were purchased by us in order to support new hospital implementations. Our cost of revenue during the first quarter
2012 included depreciation expense and other related equipment costs totaling $275 thousand, while our first quarter
of 2011 cost of revenue included depreciation and other related equipment costs of $181 thousand, a 52% increase.

Gross profit

Gross profit totaled $1.2 million for the three months ended March 31, 2012, an increase of $307 thousand, or 33%,
compared to gross profit of $0.9 million during the first quarter of 2011.  In addition to closing out the Forward Order
in the prior year, our gross profit for the quarter ended March 31, 2012 as compared to the quarter ended March 31,
2011 was negatively impacted primarily by the higher non-cash depreciation expense associated with the larger
number of new scanning equiment provided to new customers, and to a lesser extent from higher pricing we paid to
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our contract manufacturer for our sponge products to partially offset higher labor costs and exchange rate changes.

Operating expenses

Operating expenses totaled $2.5 million for the quarter ended March 31, 2012, an increase of $0.8 million, or 44%,
compared to $1.8 million of operating expenses during the same period in 2011. The increase in operating expenses
was primarily due to higher one-time costs associated with a significantly larger number of new customer
implementations during the first quarter of 2012 as compared to the first quarter of 2011.  During the first quarter of
2012 we successfully implemented 51 new customer facilities, the most new customer facilities we have ever
implemented during a three month time period in our history.  This compares to 4 new customer facilities
implemented during the first quarter of 2011.  Total one-time implementation costs in the first quarter of 2012 were
approximately $0.6 million, as compared to approximately $0.1 million during the first quarter of 2011. One-time
expenses associated with implementing new customer facilities include utilizing per diem clinical and IT personnel for
upfront staff clinical and technical training and on-site support during the implementation process, associated travel
expenses and other implementation related expenses.  Additionally, during the first quarter of 2012 we began the
implementation of a new customer comprised of over 130 hospital facilities.  The relatively fast pace with which we
are implementing these new facilities is resulting in modestly higher per facility implementation costs than we
otherwise would expect to incur. Also during the first quarter of 2012 we expanded our operations to include a new
warehouse facility to support our growing business and added appropriate staffing for that facility.  In total this
expansion added approximately $26 thousand in operating expenses.

Research and development expenses

Research and development expenses totaled $148 thousand for the quarter ended March 31, 2012, an increase of $118
thousand, or 401%, compared to $29 thousand during the same period in 2011. The increase year over year was
primarily due to expanded investment in resources to improve and expand our product offering.
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Sales and marketing expenses

Sales and marketing expenses totaled $1.3 million for the quarter ended March 31, 2012, an increase of $640
thousand, or 97%, compared to $659 thousand during the same period in 2011.  The increase in sales and marketing
expenses during the first quarter of 2012 as compared to the prior year's quarter was due primarily to the higher
one-time implementation expenses to support new facility implementations during the period.  One-time expenses
associated with implementing new customer facilities include utilizing per diem clinical and IT personnel for upfront
staff clinical on-site support during the implementation process, associated travel expenses and other implementation
related expenses.  During the first quarter of 2012 we successfully implemented 51 new customer facilities, the most
in any three month time period in our history.  This compares to 4 new customer facilities implemented during the
first quarter of 2011.

General and administrative expenses

General and administrative (“G&A”) expenses totaled $1.1 million for the quarter ended March 31, 2012, representing
an increase of $20 thousand, or 2%, compared to G&A expenses of $1.1 million during the same period in 2011. The
slight increase in G&A expenses during the first quarter 2012 as compared the first quarter of 2011 were due to
adding modest headcount resources to support operations and public company compliance expenses.

Total other income (expense)

We reported other income of $4 thousand for the quarter ended March 31, 2012, compared to other income of $206
thousand for the quarter ended March 31, 2011.  During most of 2011 we had warrant derivative liabilities which
required us to mark the warrants to market prices each quarter, resulting in other income or expense.  These derivative
liability warrants were fully exchanged for new warrants during the fourth quarter of 2011, that were recorded as
equity (and not derivative liabilities) which do not require a mark to market adjustment each quarter.

Provision for Income Taxes

We had a $4 thousand tax expense for the three months ended March 31, 2012, compared to a $4 thousand tax
expense during the same three month period in 2011. 

Net loss

We had a net loss of $1.4 million applicable to common stockholders for the three months ended March 31, 2012
compared to a net loss of $752 thousand for the same period in 2011 for the reasons described above.

Financial Condition, Liquidity and Capital Resources

We had cash and cash equivalents of $1.5 million at March 31, 2012 compared to $3.7 million at December 31, 2011. 
As of March 31, 2012 we had total current assets of $6.7 million and total current liabilities of $5.1 million resulting
in a positive working capital of $1.6 million, compared to $4.0 million in working capital as of December 31, 2011.
Current liabilities as of March 31, 2012 include deferred revenue of $1.1 million relating to hardware reimbursement
payments from Cardinal Health, which is a non-cash liability. Excluding this non-cash liability, our current liabilities
would have been $4.0 million as of March 31, 2012, giving us an adjusted positive working capital of $2.7 million.
We believe our sources of funding are sufficient to satisfy our anticipated cash requirements through the next 12
months as we expect the business to generate improved cash flow from operations as result of our growing installed
base of customer facilities. We may seek financing to fund future growth for periods beyond the next 12 months,
through future offerings of equity or agreements with strategic partners to help fund our growth and the development
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of future products and technologies. However, we can offer no assurances that we will be able to obtain additional
funding on acceptable terms, if at all. Management continually evaluates our liquidity needs and whether to increase
capital resources. See Item 1A “Risk Factors” in our Annual Report on Form 10-K (as amended) for the year ended
December 31, 2011 for additional information on factors that could impact our future liquidity and capital resources.

Operating activities

We used $557 thousand of net cash during the three months ended March 31, 2012, almost entirely for funding new
customer implementation costs including purchasing sponge and hardware inventory, as well as up front one-time
implementation costs. Our net loss of $1.3 million for the first quarter of 2012 included non-cash charges in the form
of stock-based compensation, amortization of intangible assets and depreciation. These noncash charges totaled $567
thousand during the three months ended March 31, 2012.

Cash provided by working capital and other assets during the three months ended March 31, 2012 was $177 thousand.
Working capital is comprised primarily of accounts receivable, inventory, other assets, deferred revenue and other
liabilities. Accounts receivable increased by $636 thousand or 49% during the three months ended March 31, 2012, as
compared to fiscal year end 2011, reflecting timing of sales and our increased non-Forward Order revenue. Inventory
increased by $489 thousand or 18% during the three months ended March 31, 2012, as compared to fiscal year end
2011, due to our business growth and safety stocks required.  Accounts payable increased by $664 thousand or 24%,
representing mostly the additional inventory of both sponges and hardware ordered for the growing business, and the
increased implementation costs which include contract nurse per diems, travel costs and technical support.  In total our
net cash used in operating activities during the first quarter 2012 was $558 thousand, which primarily represented the
approximately $0.6 million of implementation expenses mentioned above (under operating expenses). Excluding these
implementation expenses, our cash flow from operations would have been slightly positive.

Deferred revenue as of March 31, 2012 of $1.1 million represents a significant non-cash adjustment to our net loss,
having increased by $558 thousand or 102% during the three months ended March 31, 2012, as compared to fiscal
year end 2011. This increase in deferred revenue was a result of the large surge in implementations during the first
quarter 2012 and Cardinal Health’s agreement to reimburse half of the costs of hardware typically provided to our
customers at no cost.

We used $2.6 million of net cash from operating activities in the three months ended March 31, 2011. This included
the payment of $2.2 million to our contract manufacturer, A Plus, to pay for amounts past due to them from previous
periods which were paid upon the receipt by us of proceeds of a private placement closed on March 29, 2011 and
March 30, 2011. Non-cash adjustments to reconcile net income to net cash used in operating activities plus changes in
operating assets and liabilities used $2.1 million of cash for the three months ended March 31, 2011.  These
significant non-cash adjustments primarily reflect the stock and warrant based compensation to employees and
directors and adjustments to reflect the change in fair value of our warrant derivative liability, along with activity
relating to shipments to Cardinal Health related to the Forward Order
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Investing activities

We used $1.6 million of net cash in investing activities during the three months ended March 31, 2012, almost entirely
for the purchase of scanners and related hardware used in our Safety-Sponge® System to support new customer
implementations. This compares to using $81 thousand of net cash in investing activities during the three months
ended March 31, 2011, which again were primarily for the purchase of scanners and related hardware for
implementing our Safety Sponge® System at new customers.

Financing activities

We used $19 thousand of net cash from financing activities in the three months ended March 31, 2012 for paying
dividends on our preferred stock.

During the year 2011 we generated $6.9 million of net cash from financing activities primarily from the net proceeds
of a $7.1 million private placement completed in March 2011, along with less significant financing activities from the
exercise of employee stock options, offset by the payment of preferred stock dividends and other stock issuance costs.

Off-Balance Sheet Arrangements

As of March 31, 2012, we had no off-balance sheet arrangements.

Commitments and Contingencies

As of March 31, 2012, other than our office leases and employment agreements with key executive officers, we had
no material commitments other than the liabilities reflected in our condensed consolidated interim financial
statements.

ITEM 3.  QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Not applicable.

ITEM 4.  CONTROLS AND PROCEDURES

Disclosure Controls and Procedures

As of the end of the period covered by this Report, we conducted an evaluation, under the supervision and with the
participation of our Chief Executive Officer and Chief Financial Officer, of the effectiveness of our disclosure
controls and procedures (as defined in Rule 13a-15(e) and Rule 15d-15(e) of the Securities Exchange Act of 1934, as
amended.  Based upon that evaluation, our Chief Executive Officer and Chief Financial Officer concluded that our
disclosure controls and procedures were effective as of March 31, 2012.

During the most recently completed fiscal quarter, there was no change in our internal control over financial reporting
(as such term is defined in Rules 13a-15(f) and 15d-15(f) of the Securities Exchange Act of 1934, as amended)
indentified in the evaluation described in the preceding paragraph that has materially affected, or is reasonably likely
to materially affect, our internal controls over financial reporting.
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PART II – OTHER INFORMATION

ITEM 1.  LEGAL PROCEEDINGS
None.

ITEM 1A.  RISK FACTORS

Not applicable.

ITEM 2.  UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

None.

ITEM 3.  DEFAULTS UPON SENIOR SECURITIES

None.

ITEM 4.  MINE SAFETY DISCLOSURES

None.

ITEM 5.  OTHER INFORMATION

None.

ITEM 6.  EXHIBITS

Exhibit
Number Description
31.1* Certification of Chief Executive Officer required by Rule 13a-14(a) or Rule 15d-14(a)* 

31.2* Certification of Chief Financial Officer required by Rule 13a-14(a) or Rule 15d-14(a)* 

32.1* Certification of Chief Executive Officer and Chief Financial Officer required by Rule 13a-14(b) or Rule
15d-14(b) and Section 1350 of Chapter 63 of Title 18 of the United States Code*

*           Filed herewith.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized. 

PATIENT SAFETY TECHNOLOGIES,
INC.

Date: May 15, 2012 By: /s/ Brian E. Stewart
Brian E. Stewart, President and Chief
Executive Officer

Date: May 15, 2012 By: /s/ David C. Dreyer
David Dreyer, Executive Vice President,
Chief Financial Officer, and Secretary
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